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Income-tax Department
Edited by Stephen G. Rusk

Treasury decision 3017 apparently is intended to make the language more
specific, in the application of the 1917 excess-profits-tax law, in the classi
fication of the income of taxpayers as to whether or not the income was
derived from the employment of capital in the business.
Under the revenue law of 1918 individuals and partnerships are not sub
ject to excess-profits tax, and, therefore, this decision is not of the general
interest it would be were the former law still in effect.
This decision, of course, will not be found to throw any additional light
on the many moot questions of whether the capital employed in a trade or
business is simply nominal or is essential to the functioning of the trade or
business.
As the 1917 law was the first within recent years wherein the federal
government laid a tax upon so-called excess profits, and as the law was
complex in its structure, there was almost endless misapprehension as to
the application of its various provisions; and perhaps none caused greater
confusion than those provisions which sought to classify the income as
between that derived from a trade or business having no invested capital,
or not more than a nominal capital, and those in which invested capital was
necessary.
It is a safe guess that a considerable proportion of the returns under
the 1917 law were incorrectly made; and so any new light that is thrown on
the provisions of that law should be of interest to accountants and their
clients.
(T. D. 3017, May 3, 1920)

War-excess-profits tax
Amendment of articles 14, 15 and 16, regulations 41, relating to classification
of rates according to trades or businesses

In order to remove misapprehensions which have arisen as to the mean
ing of articles 14, 15 and 16, regulations No. 41, these articles are hereby
amended, in conformity with the construction uniformly placed thereon by
the commissioner of internal revenue, to read as follows:

Art. 14. Classification of trades or businesses.—For the purposes of the
excess profits tax trades or businesses which are subject to the tax shall be
divided into two classes, as follows:
A. Trades or businesses having no invested capital or not more than a
nominal capital, including, in the case of individuals, occupations in which
they receive salaries, wages, fees, or other compensations; and
B. Trades or businesses having more than a nominal capital.
In the case of a corporation or partnership, all the trades and businesses
in which it is engaged shall be treated as a single trade or business (as
provided in sec. 201), and all its income from whatever source derived shall
be deemed to be received from such trade or business, and if in such trade
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or business, considered as a unit, such corporation or partnership employs
more than a nominal capital (whether invested, borrowed, or of any other
character) it will not be entitled to be assessed under the provisions of
section 209.
Inasmuch as all the trades or businesses in which a corporation or part
nership is engaged are treated as one, a corporation or a partnership shall
be allowed either the deduction provided for in section 203 or the deduction
provided for in section 209 (depending on the character of its trade or
business), but not both.
In the case of an individual each trade or business in which he is engaged,
the net income from which is subject to the excess profits tax, shall be classi
fied as provided in this article. Each trade or business in class A shall be
taxed as provided in article 15, and each trade or business in class B shall be
taxed as provided in article 16. If an individual is engaged in two or more
trades or businesses, in one of which he employs more than a nominal capital
(whether invested, borrowed, or of any other character), he will be assessed
under the provisions of section 209 only as to those trades or businesses in
which he employs no invested capital or not more than a nominal capital;
and as to all others he will be assessed under section 201.
If an individual has more than one business with invested capital, they
will all be regarded as one, and (under the provisions of sec. 203) only one
deduction will be allowed; if he has more than one business with not more
than a nominal capital, they will be regarded as one, and (under the pro
visions of sec. 209) only one deduction will be allowed. If he has both
kinds of businesses he will be regarded as having two businesses and there
will be two deductions, but not more than two. (See arts. 35 and 36, regula
tions No. 41.)
Art. 15. Rate of tax on trades or businesses in class A.—The tax upon
trades or businesses in class A, as defined in article 14, shall be computed at
the rate of 8 per cent upon the net income thereof in excess of $3,000 in the
case of a domestic corporation; upon the net income thereof in excess of
$6,000 in the case of a domestic partnership or of a citizen or resident of
the United States; and upon the net income thereof without deduction in
the case of a foreign corporation or partnership or of a non-resident alien
individual.
Art. 16. Rate of tax on trades or businesses in class B.—The tax upon
trades or businesses in class B, as defined in article 14, shall, except as other
wise provided in article 17, be computed at the following rates:

20 per cent of the amount of the net income in excess of the deduction
(determined as provided in arts. 21, 23 and 24), and not in excess of 15 per
cent of the invested capital for the taxable year;
25 per cent of the amount of the net income in excess of 15 per cent and
not in excess of 20 per cent of such capital;
35 per cent of the amount of the net income in excess of 20 per cent and
not in excess of 25 per cent of such capital;
45 per cent of the amount of the net income in excess of 25 per cent and
not in excess of 33 per cent of such capital;
60 per cent of the amount of the net income in excess of 33 per cent of
such capital.
(The illustrations given in par. 28 of regulations No. 41 remain without
change.)
Treasury decision 3018, “concerning interest coupons presented without
ownership certificates,” is self-explanatory and is interesting to those having
to do with withholding taxes at the source.
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(T. D. 3018, May 18, 1920)

Income tax

Amending article 368, final edition of regulations 45, concerning interest
coupons presented without ownership certificates
The final edition of regulations 45 is amended by changing article 368 to
read as follows:

Art. 368. Interest coupons without ownership certificates.—When in
terest coupons are received unaccompanied by certificates of ownership, the
first bank shall require of the payee an affidavit showing the name and address
of the payee, the name and address of the debtor corporation, the date of
the maturity of the interest, the name and address of the person from whom
the coupons were received, the amount of the interest, and a statement that
the owner of the bonds is unknown to the payee. Such affidavit shall be for
warded to the collector with the monthly return on form 1012 (revised).
The first bank receiving such coupons shall also prepare a certificate on form
1000 (revised), crossing out “owner” and inserting “payee,” and entering the
amount of interest on line 6, and shall stamp or write across the face of the
certificate “affidavit furnished,” adding the name of the bank.

The following treasury decision with respect to premiums on business
insurance throws some additional light on the question as to when the
proceeds of such insurance policies become taxable income.
(T. D. 3019, May 18, 1920)

Income tax

Items not deductible; article 294, regulations 45, amended
Article 294 of regulations No. 45 is hereby amended to read as follows:
Art. 294. Premiums on business insurance.—Premiums paid by a tax
payer on an insurance policy on the life of an officer, employee, or other
individual financially interested in the taxpayer’s business, for the purpose of
protecting the taxpayer from loss in the event of the death of the officer or
employee insured, are not deductible from the taxpayer’s gross income. If,
however, the taxpayer is in no sense a beneficiary under such a policy, except
as he may derive benefit from the increased efficiency of the officer or em
ployee, premiums so paid are allowable deductions. (See arts. 33 and 105
to 108.) In either case the proceeds of such policies paid upon the death of
the insured may be excluded from gross income if the beneficiary is an
individual, but must be included in gross income if the beneficiary is a cor
poration. (See sec. 213 (b) (1) and arts. 72 and 541.

The matter contained in treasury decision 3024 is new. The rules laid
down in article 1585 of regulations 45 prescribed the accepted manner in
which dealers in securities should inventory their stock in trade, but were
silent on the subject of lumber or other commodity inventories.
This treasury decision is of interest as a method of inventorying, not only
lumber, in its initial transformation from the logs, but also other natural
resources. It would seem that the same rule would apply satisfactorily to
the inventorying of coal and ore of various kinds.
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(T. D. 3024, June 2, 1920)
Income tax

Inventories of lumber manufacturers
Regulations No. 45 are hereby amended by inserting after article 1585
(a) a paragraph to be known as article 1585 (b), reading as follows:

Art. 1585 (b). Inventories of lumber manufacturers.—1. Because of
the impracticability of determining accurately the costs properly assignable
to each species, grade and dimension of lumber making up the product of
the mill, lumber manufacturers may use as a basis for pricing inventories
the average cost to the manufacturer of producing the inventoried products
during the taxable year for which the return of net income is made.
2. If the quantity of lumber on hand at the time of inventory is greater
than the total quantity of lumber produced during the current taxable year,
it is evident that the excess stock has been carried over from the previous
year’s production, and such excess shall be valued at the average cost of
production for the preceding taxable year.
3. A taxpayer who regularly allocates in his books of account such
average cost to the different kinds and grades of lumber in proportion to
the selling value of such kinds and grades may, subject in each case to the
approval of the commissioner upon the audit of the return, make his returns
of net income on that basis.
4. The term lumber manufacturer, as used in this article, means a
person who manufactures lumber from logs, as distinguished from a re
manufacturer of lumber.
The following recommendations and office decisions cover a varied field
of interest to those of the accountancy profession who give their attention
to income and profits tax matters.
Those rulings which are indicated by the letters “A. R. R.” represent
recommendations by the board of appeals and review of the treasury de
partment.
Those indicated by the letters “O. D.” represent offices decisions made by
the department of internal revenue. These recommendations and decisions
cover a number of subjects, among which are consolidated returns and the
basis for determining the gain or loss upon the sale of certain railway stock.

SECTION 202—BASIS FOR DETERMINING GAIN OR LOSS
Section 202, Article 1568: Determination of gain or
loss from subsequent sale.

22-20-967
A. R. R. 126

Revenue act of 1917

In re the appeal of A from the action of the unit in holding that profit
was realized by him upon the sale of certain railroad stock which he owned.
The committee has had under consideration the appeal of A from a ruling
of the income-tax unit holding that profit was realized by the taxpayer upon
the sale of certain railroad stock owned by him.
The facts appear to be that the taxpayer individually built and owned a
railroad which was constructed for the sole purpose of carrying the product
of the taxpayer’s mills to stations on other roads for distribution. The state
railroad commission required the incorporation of this road, which was done
in 1914. The appraised value of the property as of March I, 1913, was
30x dollars, the cost of additions between that date and the date of incor
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poration being 12x dollars, making a total of 42x dollars. Against this
amount bonds were issued to the amount of 20x dollars, the total proceeds
being received by A, reducing his investment on the above basis to 22x
dollars. Against this the commission permitted the issuance of stock in the
amount of 30x dollars. The taxpayer now contends that at the time of
incorporation the property was worth the 30x dollars for which it was in
corporated, and that profit, if any, was made in 1914 at the time of incor
poration, and a loss suffered when the stock of the railroad was sold in 1917
for 27x dollars.
The unit has ignored the possibility of accretion in value of these assets
between March 1, 1913, and the date of incorporation. Whatever accretion
there may have been in these values would clearly, under the rulings of the
office, be taxable profit when converted into stock of the corporation, since the
stock would be deemed to be at least equal in value to the assets behind it.
It is further contended by the taxpayer that under numerous decisions of
the office where property is exchanged for stock the stock will be deemed to
be worth its par value in the absence of evidence to the contrary. Had there
been no appraisal of the property, the committee is of the opinion that this
position would have been well taken, and that the burden of proof would have
been on the government to show that the stock was worth less than its par
value had the taxpayer claimed it to be of value equal to or greater than par.
However, the appraisal about that time appears to establish that the property
turned over to the corporation was worth less than the par value of the stock
received. Undoubtedly that appraisal would have been recognized by the
unit in 1914 as establishing the fact that no profit was then realized by the
taxpayer had he presented such claim during that year.
The committee is therefore of the opinion that in the absence of evidence
conclusively proving that at the time the property was turned over to the
corporation in 1914 it was of greater value than indicated by the appraisal
as of March 1, 1913, no profit can be deemed to have been made in 1914, and
consequently that the difference between the value of the stock at that time
so determined and the sale price of 1917 is taxable profit in the latter year.
SECTION

213(b)—GROSS

Section 213(b), Article 85:
officers.

INCOME

DEFINED:

EXCLUSIONS

Compensation of state

20-20-968
O. D. 525

A referee in drainage is appointed by the district judge of the state
judicial district in which the drainage project is located. The judge is vested
with authority to provide for the payment of the referee’s salary, to regulate
his duties, and to discharge him at pleasure.
Held that the referee is an employee of a political subdivision of the state,
and that his salary as such is not subject to tax under the revenue act of 1918.
SECTION 214(a), 4, 5, 6.—DEDUCTIONS ALLOWED:

LOSSES
22-20-968
O. D. 526

A ring was lost by its owner, and owing to the circumstances attending
the loss he is in doubt as to whether it was stolen or merely misplaced or lost
from his finger.
Unless he can establish the fact that the ring was stolen no deduction can
be allowed on account of the loss.
Such a loss does not come within the meaning of the term “other casualty”
as used in section 214(a) 6 of the revenue act of 1918. This term embraces
losses arising through the action of natural physical forces and which occur
suddenly, unexpectedly, and without design of the one suffering the loss.
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SECTION 214 (a) 10—DEDUCTIONS ALLOWED: DEPLETION
Section 214(a), 10, Article 220(a) : Discovery—
22-20-970
Proven tract or lease—Property disproportionate
O. D. 527
value. (Also article 220.)
1. In determining the market value, for depletion purposes, of “property”
upon which oil or gas wells have been discovered since March 1, 1913, the
“private bounding lines,” mentioned in article 220(a) 3, refer to the exterior
limit of a continuous tract held under lease or leases or in fee by the tax
payer. To illustrate :
The X company has leases upon the S. E. quarter of the N. W. quarter
of section 10. The X company holds this land under five separate leases
from different fee owners. A well is brought in upon the land, conceded to
be a discovery well, subsequent to the acquiring of the leases by the company,
and so located as to include the entire 40 acres of X company in the proven
area. The property to be valued is the drill hole, the surface necessary for
the drilling and operation of the well, the oil or gas content of this particular
sand, zone, or reservoir, in which the discovery was made, to the limits of
the entire 40 acres held by X company. If the “private bounding lines” in
article 220(a) 3 were interpreted to mean the boundaries of each lease, it
would enable the X company to value one well subsequently brought in upon
each of the five leases, and such a result would be contrary to the purpose
of article 220.
2. Wells drilled upon a proven tract which has already been valued
under the provisions of section 214(a) 10 of the act, have no significance
upon the value previously given the “property.” But wells brought in upon
a proven area still further extend the proven area. To illustrate:
The A company owns an acreage of land upon which a discovery well is
brought in, all of the proven area being included in the acreage. The A
company, for the purpose of ascertaining allowable deductions for depletion,
determines the fair market value of the “well,” i. e. (1) the drill hole, (2)
the surface necessary for the drilling and operation of the well, and (3) the
oil or gas content of the particular sand, zone or reservoir, in which the dis
covery was made by the drilling, and from which the production is drawn.
The great increase in value, of course, is from item (3), the oil or gas con
tent of the sand, zone or reservoir. If the A company were allowed to value
other wells brought in upon this proven area, it would in fact be valuing the
same oil and gas content of the sand, zone or reservoir, which had previously
been valued and upon which depletion was being taken. Such a result would
be distinctly contrary to the theory of income taxation and the purpose of
article 220. However, the bringing in of other wells upon this proven area
still further extends the proven area to the extent provided in article 220, and
wells brought in upon an area so proven cannot be revalued unless the land
was acquired before proven.
3. If a well should be drilled in the corner of a quarter section of land
owned by the taxpayer, to be able to value the portion of the quarter section
not proven by the well, it would be necessary for other wells to be brought
in upon the area not proven by the first well.
SECTION 231.—CONDITIONAL AND OTHER EXEMPTIONS
Section 231, Article 513 : Mutual savings banks.
22-20-974
O. D.528
A savings fund association has no capital stock represented by shares and
derives its entire income from investments of deposits, the income being
divided pro rata among all the members after deducting operating expenses.
The members who are required to be depositors elect the board of trustees
from their number and these trustees in turn elect officers.
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Held, that this association is exempt from taxation as a mutual savings
bank not having capital stock represented by shares as provided by section
231(2) of the revenue act of 1918.
Section 231, Article 517: Religious, charitable, scien
tific and educational corporations.

(See 22-20-971; sec. 214(a) 11, art. 251.) Corporation engaged in dis
seminating propaganda to encourage labor legislation.
SECTION 234—DEDUCTIONS ALLOWED:
Section 234, Article 561: Allowable deductions.

CORPORATIONS
22-20-975
O. D. 529

Payments to trustees by a cemetery corporation during the taxable year
of a certain percentage of the proceeds of sales of cemetery lots set aside
for a maintenance fund to be controlled solely by the trustees thereof are not
deductible from the gross income of the corporation even though such pay
ments are required by state law.
SECTION 240—CONSOLIDATED RETURNS
Section 240, Article 633: When corporations are
22-20-976
affiliated.
A. R. R. 123
Recommended that the decision of the income-tax unit, holding that the
M company and the N company are not to be deemed affiliated with the
O company within the meaning of the law, be sustained.
The committee has had under consideration the appeal of the O company
from a ruling of the income-tax unit to the effect that the consolidated return
of said company may not include invested capital nor income of the M
company and the N company.
The facts relating to the connection of these two companies with the
O company appear to be that the stock of the N company is wholly owned
by persons not related to the O company, and that the stock of the M. com
pany was similarly owned by outsiders until the date upon which it became
affiliated with the O company, from which time the unit concedes that the
income and invested capital should be included in the consolidated return.
The grounds on which the O company urges the inclusion of these two
companies in its consolidated return are based upon contracts made with the
several companies under which the M and N companies assemble or manu
facture machines from parts furnished by the O company at cost to it, or
through it with the various subsidiaries and others with which it has con
tracts. Under the terms of the contract in the case of the M company the
O company is to be entitled to 60 per cent of the net profits, and in the case
of the N company 50 per cent of the net profits of the respective corpora
tions. The returns of these two companies were included in the consolidated
return of the O company for 1917.
In regulations 41, covering 1917, it was held that—
For the purpose of this regulation two or more corporations will be
deemed to be affiliated (1) when one such corporation owns directly or
controls through closely affiliated interests or by a nominee or nominees, all
or substantially all of the stock of the other or others, or when substantially
all of the stock of two or more corporations is owned by the same indi
vidual or partnership, and both or all of such corporations are engaged in
the same or a closely related business; or (2) when one such corporation
(a) buys from or sells to another products or services at prices above or
below the current market, thus effecting an artificial distribution of profits,
or (b) in any way so arranges its financial relationship with another cor
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poration as to assign to it a disproportionate share of net income or invested
capital.
The permission to consolidate in 1917 appears to have been based on
the provisions of paragraph (2) above. It will be noted that this paragraph
is not carried into section 240 of the 1918 law, which holds, in paragraph
(b),that—
For the purpose of this section two or more domestic corporations shall
be deemed to be affiliated (1) if one corporation owns directly or controls
through closely affiliated interests or by a nominee or nominees substan
tially all the stock of the other or others, or (2) if substantially all the
stock of two or more corporations is owned or controlled by the same
interests.
Thus it will be seen that under the 1918 law, in order that corporations
may be deemed to be affiliated there must be an ownership or control by one
corporation, such as contemplated by the statute, of substantially all of the
stock of one or more other corporations, or substantially all of the stock of
two or more corporations must be owned or controlled by the same interests.
It is believed that it was not the purpose of the 1918 act to class corpora
tions as affiliated merely because of the commercial or financial relations
existing between them when there was no stock ownership or stock control
of the character and extent prescribed by the statute.
Since the element of stock ownership or stock control is not sufficiently
established by the facts presented in this case the committee reaches the
conclusion that the decision of the unit that the M company and the N
company are not to be deemed affiliated with the O company within the
meaning of the law is correct, and recommends that its action be sustained.

SECTION 250—PAYMENT OF TAXES
Section 250, Article 1004:
file return.

Penalty for failure to

(See 22-20-977; sec. 253, art. 1041.) Penalties not asserted in case of
delinquent returns for 1914 filed after expiration of three-year period of
limitation.
SECTION 253—PENALTIES

Section 253, Article 1041: Specific penalties.
section 250, article 1004.)
act of 1913

(Also

22-20-977
O. D. 530

Where delinquent individual returns for the taxable year 1914 have been
filed after the expiration of the three-year period of limitation, specific and
ad valorem penalties will not be asserted. If the taxpayers signed the
delinquent returns it will not be necessary to secure waivers for the purpose
of assessing the taxes.
SECTION 257—RETURNS TO BE PUBLIC RECORDS
Section 257, Article 1091:

Inspection of returns.

22-20 978
O. D. 531

In accordance with section 257 of the revenue act of 1918 lists containing
the names and postoffice addresses of individuals making income-tax returns
to collectors are posted for public inspection in the public corridors of col
lectors’ offices and postoffices. Persons will not be allowed to enter the
workrooms of collectors’ offices either outside or during office hours for
the purpose of making copies of such lists.
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SECTION 301—IMPOSITION OF TAX
Section 301, Article 714: Computation of tax on
income from government contracts.

22-20-979
O. D. 532

In 1919 a corporation derived a profit in excess of $10,000 from govern
ment contracts, but sustained a net loss on other operations. Held that it
may deduct the amount of such loss in ascertaining its net income subject
to tax. If the amount of the excess-profits credits exceeds the company’s
total net income from all sources for 1919 no tax will be imposed upon the
portion of its net income for that year which was derived from government
contracts.
Since the company’s net income included an item of net profit from gov
ernment contracts in excess of $10,000, it will be required to supply fully all
of the data called for by the supporting schedules of form 1128-S.

Missouri Society of Certified Public Accountants
The annual meeting of the Missouri Society of Certified Public Ac
countants was held in St. Louis, June 11, 1920. The following officers were
elected for the ensuing year: President, Edward Fraser, Kansas City;
first vice-president, Victor Stempf, St. Louis; second vice-president, A. G.
Saxer, St. Louis; secretary, F. A. Wright, Kansas City; treasurer, E. H.
Wagner, St. Louis; directors, F. A. Smith, Kansas City; F. C. Belser,
St. Louis; F. H. O’Connell, St. Louis.
There were thirty members of the society in attendance at the business
meeting and about forty present at the banquet held in the evening at the
Glen Echo country club. At the morning meeting F. A. Thornton, of St.
Louis university, spoke on the “Economic Trend of the Day.”

Delaware Society of Certified Public Accountants
At the annual meeting of the Delaware Society of Certified Public Ac
countants, June 8, 1920, the following officers were elected: President,
Will-A. Clader; vice-president, William H. Van Hekle; secretary, Clifford
E. Iszard; treasurer, Peter T. Wright. All the officers and T. Whitney
Iszard were elected members of the executive committee.

Society of Incorporated Accountants and Auditors
The council of the British Society of Incorporated Accountants and
Auditors has unanimously elected William Claridge president and George
Stanhope Pitt vice-president of the society for the ensuing year.
Marwick, Mitchell & Co. announce the opening of offices in the Kenyon
building, Louisville, Kentucky, under the management of R. W. Barton,
and in the Kennedy building, Tulsa, Oklahoma, under the management of
W. G. Haitch.

Richter & Co. announce the opening of offices in Farmers Bank building,
Pittsburgh, Pennsylvania.
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